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Randy Desonia, Senior Research Associate
OVERVIEW — This issue brief reviews the status of state budget shortfalls
and their growing impact on the Medicaid program. It describes the magni-
tude of the shortfalls, the forces behind them, and how states have responded
with spending cuts and tax increases. It also discusses how long the budget
crisis is expected to continue and what budget balancing options remain for
fiscal year 2003.
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Running on Empty:
The State Budget Crisis Worsens
Federal and state governments have long been partners in financing the
delivery of health care services to vulnerable populations. Maternal and
child health, public health, mental health, and many other services all
rely on this partnership for funding. Some of them, such as substance
abuse prevention and treatment, require a substantial maintenance of ef-
fort by the state. And Medicaid, the largest joint federal-state health care
financing effort, requires an even greater commitment of state funds. The
ability of states to finance their share of these programs affects the health
and well-being of millions. But, for the first time in a decade, states are
experiencing recurring revenue shortfalls that are devastating their bud-
gets, and finding the money to hold up their end of the partnership is
getting harder by the minute.
The stakes for federal policymakers are substantial. Medicaid, once the
much smaller of the two major health entitlement programs, is now vir-
tually equal to Medicare in total expenditures and larger in number of
beneficiaries.1 It even exceeds Medicare, two to one, in terms of the fed-
eral general revenue dollars it devours.2 If states cannot meet their finan-
cial commitments, the vulnerable populations served by this and the other
state-federal programs are at risk of losing access to services.
States are in the second year of major declines in tax revenues, and there
is a growing expectation that next year will be as bad, if not worse. State
fiscal analysts fear that states will be plagued with continuous budgetary
struggles for the next three to four years. A flood of stories from across
the nation illustrate the states’ budget woes. While the specifics of each
story vary, they are usually very bleak:
■ After a series of spending cuts and an increase in the sales tax to enact
a balanced budget, the Kansas Legislative Research Department projects
a $108 million shortfall within the first six months of this fiscal year.
■ The South Carolina revenue office projects a $331 million deficit for
the current fiscal year.
■ With dismal revenue projections for next year, Rhode Island’s budget
officer has instructed agency heads to submit budgets at a level 8
percent below last year’s already reduced levels.
■ In August of 2002, Georgia experienced its 14th straight month of
declining tax revenues and fee collections.
■ In Maryland, the current budget has a $400 million deficit and next
year’s budget has a projected $1.3 billion shortfall.3
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In response to these problems, say observers, advocates for states, pro-
viders, and the uninsured will likely pressure federal health policymakers
for additional assistance. Understanding the state budget process, the
depth and breadth of the fiscal pressure states are facing, the responses
they are mounting, and the length of time it will likely take them to
recover is key to determining what the federal response can or should be.
FUNDAMENTALS OF STATE BUDGETS:
REVENUE, RESERVES, AND RAINY DAY FUNDS
To finance state spending, which is estimated to be $1.1 trillion in state
fiscal year (FY) 2002, states receive revenues from a variety of taxes, fees,
and federal monies.4 State revenues come from personal income taxes;
sales taxes; business taxes; special taxes, such as those imposed on inher-
itance and cigarettes; lodging; and numerous fees, such as those for park
use and various licenses (Figure 1).5
States also receive a substantial portion of their revenues from the fed-
eral government, through what is frequently called intergovernmental
transfers. Medicaid, with a federal match rate of 50 percent to 77 per-
cent, contributes 43.9 percent of the revenues states re-
ceive from these transfers.6 In contrast, the next largest
categories of federal transfer are transportation, at 9.8
percent, and kindergarten through 12th-grade education
(K–12), at 9.6 percent.
The federal Medicaid match comprises roughly 12 per-
cent of total state revenue.7 While this number must be
used with caution, since it combines two different data
sources, it does provide a sense of how important this
source of funds is to state governments.
There are some critical differences between federal and
state budget rules. Unlike the federal government, which
can incur budgetary deficits, virtually all states have some
type of requirement for a balanced budget.8 This balanced
budget requirement creates some challenges. For example,
it is always difficult to project precisely both revenues
and spending a year in advance, especially for entitlement
programs such as Medicaid. If the projections underesti-
mate revenues and/or overestimate spending and a sur-
plus arises, problems are minimal; however, if the oppo-
site occurs and a significant shortfall develops, the bud-
get must be revised mid-stream.
To help protect against unanticipated budget shortfalls,
states set aside a portion of their budget as “balances.”
These balances, really a form of reserve, serve as a cush-
ion in case projected revenues fall short or spending
exceeds projections. Over the last 10 years, the balances
FIGURE 1
Composition of State Revenue, 2000
Source: Rockefeller Institute of Government (derived from U.S. Cen-
sus data).
*Includes corporate income tax; selective sales taxes, such as ciga-
rette taxes; property tax; and other taxes.






















NHPF Issue Brief No.783 / September 25, 2002
have ranged from 1.1 percent to 10.4 percent of state spending, with the
majority occurring between 3.0 percent and 7.0 percent.9
Forty-seven states have “rainy day funds” (also called budget stabiliza-
tion funds) that are included in aggregate state balances.10 Rainy day
funds are special accounts to which states appropriate monies during
good economic times. As their name implies, the monies are to be used
primarily during economic downturns. Unlike some budget balances
that can be tapped by the governor, a state’s rainy day fund frequently
cannot be used without special legislative authorization.
In some years, when spending greatly exceeds revenue, the balances
are not sufficient to cover the shortfall, so other devices are used. For
example, states can borrow or reallocate monies from special “dedi-
cated” funds, similar in concept to the Medicare or Social Security trust
funds. The states’ dedicated funds have been established to support
special purposes, such as education, state capital facilities construction,
and highways. During budget crises, states often borrow from these
funds with the expectation that they will be repaid in the future (al-
though that expectation is not always met).
The last state fiscal fundamental involves the dates of the state fiscal year.
Two states, Michigan and Alabama, use the federal fiscal year; New York’s
fiscal year starts on April 1 and Texas’s on September 1. Since the remain-
ing 46 states use a fiscal year that begins on July 1 and ends on June 30,
that period will be used when referring to “fiscal year” (FY) in this pa-
per.11 The year designation following the FY is determined by the calen-
dar year in which the January encompassed by the fiscal period occurs
(for example, FY 2002 ran from July 1, 2001, to June 30, 2002).
Besides having different beginning and ending dates for their fiscal years,
states also vary in the length of the budgets they enact. Twenty states
have biennial, or two-year, budgets, although they usually are two sepa-
rate budgets or are tracked separately. Many review the budget in mid-
term to make necessary adjustments to spending and taxes.
In recent years, states have often battled two fiscal deficits at the same
time: balancing a shortage for the current fiscal year while trying to
enact a balanced budget for the next. A recent article in the Arizona Re-
public mentioned the difficulty Arizona was having in dealing with three
successive state budget deficits: last year’s $930 million deficit, this year’s
$400 million shortfall, and next year’s projected $1 billion dollar short-
fall. The cumulative effect of yearly state budget shortfalls cannot be
overestimated. With each successive year, as special funds are drained
and spending cuts are implemented, the options for balancing the bud-
get narrow and the choices become progressively more difficult.
THE 1990S: THE BOOM YEARS
In the 1990s—even during the recession of the early 1990s—there was
no single quarter in which overall state tax revenue declined.12 And,
With each successive
year, the options for
balancing the budget
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during the late 1990s, the strong economy produced the largest state
budgetary surpluses in 20 years. The revenue collections from sales and
income taxes exceeded projections, which often surprised states, be-
cause they were at the same time enacting a series of tax cuts and in-
creasing state spending.13 For states, it seemed to be the best of times.
However, these surpluses temporarily masked underlying structural
problems with many states’ long-term revenue projections.14
FY 2001: FALLING STATE REVENUES
The threat of a sustained budget problem appeared in early 2001, when
revenues in a few states fell short of their projections. Eleven states
were forced to reduce their FY 2001 budgets by a total of $1.6 billion.15
The strategies used to balance their budgets varied: 7 made across-the-
board cuts, and 11 used some combination of hiring freezes, targeted
reductions, drawing down of balances, and other methods. Many of
these states, however, exempted from cuts certain programs, such as K-
12 education, higher education, Medicaid, public safety, and local rev-
enue sharing.
The 2001 revenue downturn was not, however, a guarantee that bad
times had arrived: in 1996, when most states were experiencing both
small increases in Medicaid costs and strong revenue growth, 13 states
had to make budget cuts totaling $1.6 billion. The following years were
some of the best ever for states.
FY 2002
Crisis
Starting with the first quarter of FY 2002 (July through September 2001),
however, budget shortfalls in a few states developed into a full-blown
crisis. That quarter was the first of what is now a string of four in which
overall state tax revenue fell compared to the previous quarter (see Fig-
ure 2).16 In FY 2002, the last quarter (April through June 2002), which
usually provides states with the greatest amount of revenue, thanks to
income tax returns, saw a huge decline of 11 percent. This series of de-
clines had an immediate impact.
By April 2002, according to the National Conference of State Legisla-
tures (NCSL), 43 states reported budgetary shortfalls that totaled $27
billion.17 Just three months later, the shortfalls rose to $37 billion. To put
this gap into perspective, the $37 billion would equal roughly 7.7 per-
cent of all state general revenues, or 3.7 percent of total state spending,
including federal revenue to states.18 In a little over one year, the fiscal
environment for the nation’s states had changed dramatically from com-
fortable surpluses to constrictive shortfalls.
The FY 2002 budget
gap rose to $37 bil-
lion, roughly equal to
3.7 percent  of total
state spending.
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State Responses
Cutting Programs — The first step in covering the FY 2002 budget short-
fall was to cut spending. Least painful were administrative steps, such
as restricting state employee travel (11 states) and placing a freeze on
new hires (approximately 20 states).19 Another popular administrative
strategy was to change projects involving capital expenditures. Thirteen
states either delayed capital projects or shifted their financing from pay-
as-you-go to debt.20
But administrative cuts were not sufficient to balance the budget: 29
states implemented across-the-board or targeted cuts. These cuts in-
cluded programs that were exempted from last year’s cuts: higher edu-
cation (19 states), K–12 education and Medicaid (12), local revenue shar-
ing (6), and Temporary Assistance for Needy Families, or TANF (3).
Tapping Other Funds — A second strategy was to use monies from
balances and a variety of other funds. For FY 2002, states saved money
by reducing their enacted budget balances from 8.8 percent of the bud-
get to 5 percent, the largest percentage drop since 1980. Nineteen states
tapped into their rainy day funds.21 In one year, the balances for rainy
day funds fell by one third (from $16.5 billion to $10.8 billion).
In addition to drawing from rainy day funds, states tapped a variety of
other funds. Twenty states reallocated monies from various special or dedi-
cated funds, such as those earmarked for education and capital facilities
FIGURE 2
Changes in Quarterly State Tax Revenue, 2000–2002
(in percent)
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construction, and 12 states used some of their tobacco settlement money
for shortfalls in their state general revenues. For the most part, tax in-
creases were not part of a state strategy for balancing the FY 2002 budget.
All in all, governors, state legislators, and agency directors who had
grown accustomed to relatively easy fiscal decision making during great
economic times found FY 2002 a difficult year. Yet, state fiscal experts
claim the first full year of a sustained budget crisis is when the easy
decisions are made.22 It is the following two fiscal years (FY 2003 and FY
2004), they say, that are going to be traumatic.
FY 2003
Continued Troubles, Borrowing, and Cutting
While governors and legislators were busy patching and balancing their
tattered FY 2002 budgets that ended June 30, 2002, they were also busy
enacting the FY 2003 budgets that began July 1, 2002. In comparison to
the previous year, states became more conservative in forecasting eco-
nomic and revenue growth.23 The result was the smallest increase in pro-
posed state general revenue since 1983.24 With less revenue, states had
to find ways to cover gaps in the budget.
A preliminary NCSL report that included responses from 40 states found
many were using budget-balancing strategies in FY 2003 that were simi-
lar to those employed for FY 2002. States again reduced the amount for
balances, from last year’s 5 percent to 3.7 percent, thereby providing
the smallest cushion since 1992.25 Twenty-three states again tapped spe-
cial, dedicated funds (such as those for transportation and state parks)
and 12 tapped into the diminishing rainy day funds.26
In a new development, 16 states used some of their tobacco settlement
funds. And two states, California and Wisconsin, used their entire tobacco
settlement allotments to help balance their FY 2003 budgets.27
Twenty-six states found that tapping into the various funds was still not
sufficient to balance the budget, so they cut programs. The most frequent
target was higher education, where funds were cut by 16 states.28 Other
programs cut included corrections (14 states), Medicaid (12), K–12 edu-
cation and local revenue sharing (11), and TANF (5). Despite these far-
reaching efforts, many states needed to find additional ways to enact a
balanced FY 2003 budget.
Tax Increases: No Longer a Sin
In contrast to FY 2002, when states were caught short because the bud-
get gap appeared after the fiscal year began, in preparing for FY 2003
they were able to compensate for falling revenues by increasing taxes for
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as a whole saw an overall net tax increase of $6.7 billion.29 A variety of
taxes, including personal income, business, and sales taxes were raised.
The single biggest revenue increase, and tax revenue story of the year,
was the sudden popularity of increasing the tax rate on tobacco prod-
ucts. For FY 2003, 19 states raised their tobacco taxes and 2 others placed
cigarette tax increases before their voters.30 The other two “sin taxes”—
those levied on alcohol and gambling—did not get as much attention,
with only two states increasing their taxes on alcohol.
The proportion of state tax revenue raised by the new cigarette taxes far
exceeds anything brought in by the old. Over 40 percent, or $2.9 billion,
of the states’ new tax revenue came from higher taxes on cigarette and
tobacco products. In contrast, a peak year during the last state fiscal crisis
(FY 1992) saw only 2 percent of the net tax increase derived from tobacco
taxes.
In addition to enhancing their revenues, states continued to cut spend-
ing as they enacted their FY 2003 budgets, although the overall magni-
tude of the cuts is as yet unclear. However, the fiscal situation appears
to be deteriorating so rapidly that the FY 2003 cuts are almost certain to
be more drastic than those made to balance the budgets for FY 2002.
Despite incomplete data on the magnitude of state budget cuts, NCSL
reports seem to indicate that state policymakers have been making some
difficult choices. For example, they have adopted cuts
in education, which has long been a priority of gover-
nors and legislators. But the states had little choice:
K–12 education and higher education are, respectively,
the first- and third-most-expensive state programs (Fig-
ure 3). States are now focusing more of their attention
on controlling the second-largest but fastest-growing
program, Medicaid.
MEDICAID DEJA VU:
RISING RATES ALL OVER AGAIN
States were treated to a pleasant respite from run-
away Medicaid costs during the mid- to late 1990s.
During that period the average growth rates of total
Medicaid spending were in the single digits.31 That
respite is over. The summer 2002 report on FY 2001
budgets from the National Association of State Bud-
get Officers notes that, during the FY 2001 fiscal year,
states experienced a 10.6 percent increase in their ex-
penditures for Medicaid, while the increase for FY
2002 is estimated at 13.3 percent.32 The trend of an-
nual double-digit growth in cost has returned and is
not expected to abate for the foreseeable future.
FIGURE 3
State General Fund Expenditures, FY 2002
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A survey conducted by Health Management Associates (HMA) for the
Kaiser Commission on Medicaid and the Uninsured asked state Medicaid
officials the top reasons for Medicaid expenditure growth in FY 2001. Thirty-
six states listed pharmacy costs as the primary factor.33 The next most fre-
quent responses were provider payments and enrollment increases. Re-
peated for FY 2002, the survey found 25 states mentioning pharmacy as
the primary reason.34 Enrollment growth was cited by 18 states as the
primary cause.
During FY 2002, 45 states took measures to contain costs: 32 instituted
some type of pharmaceutical controls, 22 made some type of cut or freeze
in a provider payment, and 16 beefed up their fraud and abuse control
efforts. The effects on Medicaid beneficiaries were minimal: only eight
states decreased benefits (five reduced adult dental benefits) and four
states increased copays.35
In enacting the FY 2003 budget, Medicaid received more attention. The
HMA report revealed a 50 percent increase over the previous year in the
number of cost containment actions to be undertaken during FY 2003.36
Pharmaceuticals controls (40 states) and provider payment cuts or freezes
(29 states) again lead the list targets for cost containment. But beneficia-
ries will also feel more of the pain. Seventeen states are making or con-
tinuing last year’s eligibility cuts, 15 are increasing copays, and 15 are
cutting benefits.
Medicaid is assured of receiving continued attention as legislators try to
balance the enacted FY 2003 budget. That in itself is not unusual. Medic-
aid appropriations frequently fall short of required spending levels, even
in good economic times, and the program is routinely in need of supple-
mental monies by the end of the fiscal year.37 The HMA report noted that
what distinguishes the current woes is “the increasing number of states
where the need for supplemental funding was unexpected, and the
amount needed was much larger than expected.”
As troubling are findings of two surveys on Medicaid budgets for FY
2003. An NCSL survey found states had budgeted Medicaid to grow by
only 8.2 percent, despite the recent double-digit cost increases.38 The sur-
vey of Medicaid directors by HMA found total Medicaid appropriations
would increase by only 4.8 percent.39 So it is not surprising that two-thirds
of the states responding to the NCSL survey anticipated a deficit in their
FY 2003 Medicaid budget just after its enactment.
FY 2003 BUDGET REVISIONS: NOT IF BUT WHEN
The FY 2003 budgets were fragile when enacted, with the overall pro-
jected balances the lowest since 1994.40 And, within the first month of
the new FY 2003 fiscal year, the NCSL survey found, the states had a
budget gap of $58 billion, $21 billion higher than the previous year’s
shortfall. (California alone accounted for $24 billion of this gap.)
For FY 2003, states
had budgeted Medic-
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With the overall state budget gap starting out so large, and with so many
spending and revenue trends going in the wrong directions, most states
will have to revisit their FY 2003 budgets to cut spending, increase rev-
enue, or both. Moving quickly to make the needed changes would allow
smaller, less disruptive spending cuts or tax increases to be made over a
longer period of time; waiting to act would mean raising the same amount
of money through more drastic measures over a shorter period of time.41
The fall elections, however, will complicate efforts to make immediate,
significant changes in the FY 2003 budget. This November there will be
36 gubernatorial races and 46 state legislative elections involving more
than 6,000 races. These elections will make it difficult for most states to
reconvene their legislatures this fall. Many states may end up delaying
the budget balancing decisions until the newly elected governors and
state legislators assume office in January of 2003.
FY 2004: CUMULATIVE BUDGET DISASTER?
Although the recent budget woes have not been easy, the most conten-
tious debates will occur when the state legislatures convene in January
2003. States will be facing the task of making immediate changes to bal-
ance their current FY 2003 budget shortfalls while simultaneously pre-
paring the next budget (FY 2004) that begins July 1, 2003. This two-track
process, which may collapse into one large reconciliation agreement for
some states, will consume most of the state lawmakers’ attention.
For FY 2003 revisions, it appears that making much deeper spending
cuts and tapping into balances and special funds will be the primary
options.42 Such options, however, will be difficult to use. States have cut
spending for two years (in some cases, three) in a row. Rainy day funds
have also been tapped for two consecutive years. Ohio’s, for example,
has been exhausted. As states are forced to make additional cuts to
balance their FY 2003 budgets, the outcome for people served by state
programs does not look promising.
Some tax increases are possible. Sin taxes, for example, will again be con-
sidered, especially on tobacco products, since the rates for many states
are still low in comparison to the top rates of New York and New Jersey.43
Some states will likely consider proposals to allow or expand gambling.44
But raising sin taxes alone will not solve the FY 2004 problem for many
states. Some seem destined to consider an increase in general sales or
income taxes. Enacting such increases is always difficult, however. In 2002
Oregon’s governor proposed an increase in the state income tax to ad-
dress its budget shortfall but was rebuffed by the legislature. However,
on September 17, 2002, the voters approved a tax increase of 60 cents on
a pack of cigarettes that will help reduce but will still not solve the
budget deficit.45 For two years the governor of Tennessee fought vig-
orously for enactment of a state income tax (in part to help shore up
Next year, states will be
facing the task of mak-
ing immediate changes
to balance their FY 2003
budget shortfalls while
simultaneously prepar-
ing their budgets for FY
2004.
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financing for TennCare, the state’s Medicaid program) and failed (al-
though the state did raise the sales tax). Kansas and Nebraska enacted
sales tax increases to balance their FY 2003 budgets, although neither in-
crease is permanent.
The ultimate resolution of the state fiscal crisis will not be known until
the dust settles from the state legislative debates. Because some states
will probably be late in enacting their FY 2004 budgets, that might not be
until late summer to early fall of 2003. And, since the depth of the budget
problem varies, each state will have a slightly different response. But all
agree that difficult decisions will be required.
FROM CRISIS TO STABILITY: HOW LONG?
At the current rate, it seems the state budget crisis will never end. But
past state budget crises, such as those that occurred in the early 1980s and
early 1990s, suggest a pattern that leads eventually to budget stability.
The early phase consists of minor cuts, such as hiring freezes and minor
across-the-board cuts. The middle phase is usually a combination of bor-
rowing from dedicated funds, drawing down of state balances, enacting
major cuts in programs, and resorting to “accounting gimmicks.”46 For
some states, especially if their economies are not suffering badly, the
middle phase can also be the final phase.
The final phase in states’ major economic troubles is indicated by the en-
actment of significant increases in tax rates, most notably of sales and
personal income taxes.47 Sometimes, to achieve a political consensus, ad-
ditional spending cuts equal to the tax increases are required. By the
time the final phase occurs, the economy is also starting to recover and
is shoring up state revenues.
Whatever combination of spending cuts, tax increases, and economic
recovery occurs, the final phase in a budget crisis is usually followed by
a period of state fiscal stability. Whether or not this pattern plays out as
it has in previous budget crises, many states still have some difficult
times ahead.
FEDERAL FALLOUT
While the full impact of the state fiscal crisis on state and federal pro-
grams will not be known for a while, it is becoming clear that there are
major implications for federal policymakers.
Changes in State Medicaid Programs
The Medicaid program has wide support among safety-net providers and
the low-income mothers and children, disabled, and elderly persons the
providers serve. Among the program’s advocates are physicians and other
practitioners, community health centers, hospitals, nursing homes, and
The ultimate resolution
of the fiscal crisis will
not be known until the
dust settles from the
FY 2004 state legisla-
tive debates.
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other providers that rely on some level of Medicaid payment. Benefi-
ciary advocates, whether for eligible low-income children and youth
under 21, persons with physical and mental disabilities, or people 65
and older, also provide considerable backing for the federal-state pro-
gram, both in Washington, D.C., and in state capitals across the nation.
Despite this combined clout, states will be forced to look at their Med-
icaid programs for fiscal relief. In addition to being the largest source of
federal dollars to states, Medicaid is already the second-largest consumer
of state general revenue funds and the primary cause of new state spend-
ing increases. Therefore, when states want to increase dollar flows from
the federal government and cut their own budgets, it is inevitable that
they focus on Medicaid.
States are eyeing various changes. One approach would be for the fed-
eral government to increase the percentage of funds it provides relative
to state matching payments. The current federal formula, generally ex-
pressed in percentages (for example, 50 percent federal/50 percent state),
matches federal to state dollars, with poorer states receiving more gen-
erous matching than richer states. Another strategy, used in various ways
in the past through creative financing mechanisms, would be to draw a
higher federal match without spending additional state monies.48 For
example, states have used the Medicaid disproportionate-share hospital
(DSH) adjustment to avoid upper payment limit (UPL) restrictions in
the Medicaid program and thereby to gain more federal dollars. This
strategy proved particularly lucrative for some states during the fiscal
crisis of the early 1990s. After Congress tightened the rules around DSH,
states began drawing down additional federal funds using other loop-
holes in the UPL law.
However, it is uncertain whether states will have the same level of suc-
cess this time around. The Centers for Medicare and Medicaid Services
(CMS) has worked to restrict state use of UPL but in the process has
created controversy with states and Congress. With Medicaid serving
as the largest source of federal funds sent to states, maximization ef-
forts will continue to be an attractive target for state budget makers.
Moreover, states have the option of making incremental changes in their
programs by addressing benefits (other than those mandated by the
federal government), eligibility, and payment levels. It is likely that many
states will be submitting waivers that may end up restructuring their
health programs. One type of restructuring would involve state phar-
macy assistance programs. Thirty-four states that have a program of
this type; 18 are looking to finance some Medicaid beneficiaries’ drug
costs through a waiver under the “Pharmacy Plus” guidelines issued by
CMS in January 2002.49
Other states are looking at fundamental changes that may have an
even more significant impact on their Medicaid programs. The Health
Insurance Flexibility and Accountability (HIFA) initiative was created
When states want to
increase dollar flows
from the federal gov-
ernment and cut their
own budgets, it is in-
evitable that they fo-
cus on Medicaid.
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to provide states with eligibility and benefit flexibility, but since its
announcement in August 2001, the state budget environment has wors-
ened. This new budget context may result in proposed changes in the
way states use the greater flexibility. There may be less expansion in eligi-
bility, greater trimming of benefits, more reduction in provider payments,
and less state money for the Medicaid match. In June 2002, 17 states indi-
cated that they were developing or considering HIFA waivers.50
In summary, Medicaid appears to be entering a new era. After an explo-
sion in Medicaid enrollment of low-income people that began in the late
1980s and was complemented by an influx of enrollees from the State
Child Health Insurance Program (SCHIP) after it was created in 1997,
future enrollment is not likely to increase at the earlier rates. States will
be hard pressed to find the revenues both to provide the required match
and keep up with the resurgence in health care inflation.
State Requests for Assistance under Medicaid
The states have gone directly to the federal government to seek short-
term financial assistance in Medicaid. The governors have been active in
supporting a temporary increase in Medicaid’s federal match rate, and
the Senate has included such a provision in its recent revisions in legisla-
tion overseeing generic drugs.51 Also included is a temporary increase in
the Social Services Block Grant. The future of this proposal in the 107th
Congress is uncertain. The House has not voted on it and the administra-
tion has opposed such assistance in the recent past.52
Unknown Effects on Other Health Programs
While relatively systematic and timely information is available regard-
ing changes in Medicaid (and, to a lesser extent, SCHIP and state phar-
maceutical assistance programs) during the states’ fiscal crisis, similar
information on other state health programs (such as those providing men-
tal health, maternal and child health, substance abuse, and public health
services) is not as forthcoming. There is anecdotal evidence that these
programs are suffering, perhaps more than Medicaid. One potential in-
dicator is a series of state surveys conducted by the Maternal and Child
Health Policy Research Center. The center found that about half of the
states were cutting state FY 2002 Title V Maternal and Child Health Block
Grant funds for children with special health care needs and that 58 per-
cent of the survey respondents expected reductions in state FY 2002 funds
for children’s mental health services.53 A report tracking tobacco preven-
tion programs found 15 states recently cutting their programs, with some
cutting them by 35 percent to 45 percent.54 Given the depth and breadth
of state cuts in priority programs such as education, it would seem that
these other health programs would be vulnerable to major cuts. To more
accurately assess the effects of budget cuts on these and other similar
programs, however, more systematic reporting is needed.
States will be hard
pressed to find the rev-
enues both to provide
the required Medicaid
match and keep up
with the resurgence in
health care inflation.
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A Weakened Partner in Federalism: Now and in the Future?
The short-term fiscal outlook for states is not good. State budget ana-
lysts hope that improvements in forecasting future revenue and an eco-
nomic rebound will end the recent series of surprising shortfalls. Even
if states’ ability to project revenues improves and the economy rebounds,
however, the next three to four years will be difficult, for history sug-
gests that there is a 12- to 18-month lag between an economic recovery
and a return to former levels in state revenues.55 And, for a time, states
will have to spend new revenues replenishing their rainy day funds and
repaying monies borrowed from the numerous dedicated funds.
Even an improvement in the state’s economy and budget does not guar-
antee a return to the boom days of the late 1990s, in which states were
cutting taxes, increasing spending and showing comfortable balances in
their budgets. Donald J. Boyd of the Nelson A. Rockefeller Institute of
Government argues that a series of unusual events, including the fol-
lowing, aided states during that period:
■ The tobacco settlement for states provided an unexpected windfall.
■ The stock market grew tremendously, raising state income tax
revenue.
■ States benefitted from the TANF block grant, since the state funding
levels were determined by data gathered in poor economic times but
were applied during times of low unemployment.
■ Inflation in both health care and Medicaid costs fell to single-digit
levels.56
Given the unlikelihood that such one-time events will again bail the states
out of fiscal difficulties, Boyd concludes that, even with a good economic
recovery, “state finances will be constrained quite tightly over the next
several years.” In reference to the windfalls and trends that negated past
predictions of state fiscal stress, he acknowledges, “It could happen again.
But of course unforseen events need not be beneficial and it is best not to
plan on that.” One worry that economists have is that the nation could
slip into another recession that would prolong the states’ fiscal woes.
Even with a quick recovery, however, some states may struggle to find
sufficient revenues to balance their budgets. The mainstays of state rev-
enues, personal income taxes and the sales tax, both present challenges
to state lawmakers. Clearly, much of the sudden and dramatic loss of
income tax revenue can be attributed to the overall market downturn
and the resulting loss of stockholders’ income and capital gains. At the
same time, the revenue from state sales taxes seems to be declining. In
many jurisdictions, an increasing number of items have been exempted
from the sales tax; these include food, clothing, and services—the last of
which constitutes a growing proportion of consumer spending. Difficul-
ties in collection persist (especially for items purchased via catalogue and
the Internet).57
“State finances will be
constrained quite tight-
ly over the next several
years.”
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Finding the dollars for the projected health care costs will be difficult.
Medicaid will continue to be a challenge to state budgets because of the
resurgence in health care inflation. And with each passing year, the aging
population looms as a growing threat to state Medicaid programs, a pri-
mary payer of long-term care services.
Probable Shift in State-Federal Health Care Relationship
The decisions states make in the midst of this fiscal crisis will have
major impacts on the programs they jointly fund with the federal gov-
ernment. The likelihood is that states will seek to rely even more heavily
on federal financing.
In turn, the federal government will feel increasing pressure to reexam-
ine its role in financing the state-federal programs, especially the 35-
year-old Medicaid partnership. The first step in this process may be
consideration of a proposal by the governors to create a national com-
mission on restructuring Medicaid.58 The policy, adopted by the gover-
nors at their winter 2002 meeting, suggests the formation of a bipartisan
commission.
The idea of reviewing the basic tenets of the Medicaid program and
the federal-state relationship upon which it is built is not a new one.
Almost since the program’s inception in 1965, individuals and groups
representing federal or state interests have periodically called for re-
defining roles, restructuring the program, rethinking the allocation of
funding and programmatic responsibility, or considering a variety of
cost-containment schemes.
Among the questions any reexamination of state and federal roles in
Medicaid will raise are the following:
■ How much should states be expected to contribute to the support of
the Medicaid program? Is the federal government able or willing to
define a basic required level of support across the country? If so, is it
appropriate for the federal government to assume some greater
portion of Medicaid funding?
■ Is there a way to reconcile differences in states’ willingness and
capacity to support a basic program of benefits to needy people under
Medicaid and related programs?
■ If the federal government assumes additional financial responsibility
for Medicaid, what does that imply in terms of additional national
goals or mandates that would be required of participating states?
■ How will state and federal government sort out the growing
demand for long-term care and pharmaceuticals? Should these ques-
tions not be an integral part of the dialogue around the federal-state
Medicaid partnership?
■ Medicare and Medicaid, two programs of critical concern to many
of the most vulnerable of our citizens, are grounded in markedly
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different federal-state paradigms. What can be done to better coordi-
nate both funding streams and care for those who are dually eligible
for the two programs?
■ Is the notion of “swapping” some current state responsibilities for
increased (or even total) federal funding of other responsibilities likely
to gain more currency in the future?
The press of business this fall makes it unlikely that Congress will spend
much time debating these questions in the short term. However, given
the current pressures on state budgets, it does seem certain that consider-
able attention will be given to discussion of matching rates and state flex-
ibility under HIFA. With the likelihood that state budget pressures will
continue over the longer term, it appears that discussion of more funda-
mental Medicaid restructuring will remain a significant concern in the
years ahead.
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